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REALITY CHECK

The best place to start this quarterly is probably where we left off  with our year-end comments.

The market’s focus remains on President Trump and what he can accomplish.  At year-end, we made two points.  
First, there were a lot of  things that had already changed in the market before Trump’s election such as the following:

1.	 Interest rates had bottomed;
2.	 The economy was improving;
3.	 U.S. fiscal policy had turned from austerity to stimulus;
4.	 Inflation was showing signs of  picking up.  

Second, his platform not only accentuated these trends but added two more.
1.	 Plans for deregulation;
2.	 A dose of  optimism.

Specifically, his plans called for:
1.	 Corporate and personal tax cuts that included a reduced tax on repatriated foreign earnings;
2.	 Repeal and replace Obamacare;
3.	 Greater infrastructure spending;
4.	 Adjustments to trade policy and immigration;
5.	 Deregulation.

Overall, these positive influences resulted in a 4.3% increase in the S&P 500 between election day and year-end.  Since 
year-end, the market has advanced an additional 5.53%.  But the question is whether it is warranted and how much of  
these “Trump Expectations” are built into the market.

As we said, there were already a lot of  things going right for the economy before the election.  So, let’s break this 
assessment down by looking at the economy, where Trump has not yet had major impact and his progress so far, the 
expectation piece.

THE ECONOMY

There is a great deal of  debate on the divergence between soft and hard economic data.  Hard statistics are a collection 
of  quantitative data while soft statistics are generally anecdotal, such as surveys that measure opinion.

The impression is that the hard facts don’t support the soft indicators.  So, let’s take a look.
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Hard Data:

-	 March employment survey showed only 98,000 new jobs against an expected 175,000.  Clearly a disappointment.  
However, the retail sector lost 61,000 jobs in the last 2 months thanks to Amazon and the Federal government’s 
payroll fell by 1,000 due to Trump’s hiring freeze

-	 March auto sales declined
-	 However, retail sales were up 9 of  the past 10 months
-	 Capital spending orders were also up 5 of  the past 7 months at a rate of  8.8% for the three months through 

February
-	 Manufacturing – PMI reached 57.7, up from 49.4 in August of  2016
-	 Europe’s manufacturing PMI also remains high led by Germany at 58.3
-	 4th quarter GNP was revised up to a 2.1% annual rate from 1.9% previously.

For sure, some of  the recent data is not as good as expected.  But, overall this has not been below average performance 
and continues what we saw in the last half  of  last year.  Furthermore, we can label Trump’s tax reform and infrastructure 
spending plans as “Hard” as they are easily quantifiable but still in the planning stage.

Soft Data:

This stuff  can be equated with Trump’s plans for deregulation, adjustments to trade policy and optimism.  Furthermore, 
soft data is historically a good lead indicator for hard data.
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Consumer confidence has risen from 100.8 last October to 125.6 during March which is the highest in 16 years as seen 
in the bottom clip of  this chart.

CEO confidence has also spiked higher and is usually a good precursor to capital spending.
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The National Federation of  Independent Business (NFIB) Small Business Optimism Index surged to a 12 year high 
in February, up 12 points year over year.  It’s the highest gain in optimism since the early 1980’s.

Even Europe’s Economic Sentiment Indicator is at cyclical highs.

Furthermore, the Index of  Leading Economic Indicators, which is a mix of  10 soft and hard indicators rose to a 
record high in February.

Although the hard evidence isn’t bad, economists are still questioning why there hasn’t been a better transition between 
the two data sets.

The answer can probably be found in the U.S. Economic Policy Uncertainty Index.
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This chart suggests that although businessmen are optimistic, there is still a great deal of  uncertainty.  It probably 
relates to concern over Trump’s ability to pass his agenda, a lack of  clarity on priorities, timing of  his legislative 
proposals, and trade protectionism which all create a significant risk to the outlook, especially for 2018 and beyond.

Our bet is that the soft data is probably a pretty good lead indicator and that the economy will continue to improve 
at a modest pace.  The caveat here is that President Trump has to have some success with his program.  So let’s next 
turn to politics and an assessment of  how President Trump is doing.

TRUMP

Right now investors seem to be giving Trump the benefit of  the doubt as to the timing of  his promises so long as 
they remain convinced that he will eventually deliver within the next year or so.  That said, the degree of  optimism is 
reduced as the reality of  governing becomes apparent.

His replacement for Obamacare didn’t even get to a vote and optimism over tax reform is fading.  No longer is anyone 
hopeful of  a 15% corporate tax rate and would be happy with 25%.
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Infrastructure spending plans have also been pushed out to 2018.

So, let’s review where we’re at.  The replacement for Obama Care failed.  The pessimists view it as a demonstration 
of  the Republican Party’s lack of  unity which will make any further legislation hard to pass.

The reality is, the market shrugged it off.  It’s true that the failure might make it more difficult to be revenue
neutral for the tax bill as Trump’s bill would have made cuts to the Medicaid program.

But party unity may have improved.  A lot of  voters are upset that the Republican Party can’t get its act together.  
Consequently, on subsequent bills, such as tax reform, there might be an added incentive to reach an agreement.

Second, the failure may have greater consequences for the Democrats if  Trump’s assessment of  Obamacare is correct.  
He has said all along that he is willing to wait and let the plan implode and then blame it on the opposition.

Bottom line, failure on health care wasn’t a positive but it also isn’t part of  the mainstream that investors are focused 
on.

Tax reform is hard legislation in more ways than one.   Right now the plan is to write the bill over the summer and 
present it in August.  That’s aggressive, in our opinion.  Trump’s proposal would cost about $6.2 trillion over 10 years; 
$2.6 trillion for corporations and $3.3 trillion for individuals.  The House/Ryan proposal would cost about half  as 
much or about $3.1 trillion.  Corporate tax cuts would be $891 billion (including the border tax) while personal cuts 
would amount to $2.0 trillion.

However, the House plan is not a simple tax bracket adjustment and the border tax is not a simple tariff.  They are 
pieces of  a whole new tax program.

Today, corporations are subject to a 35% tax on net income.   This is determined by taking sales less the cost of  goods 
sold and other expenses such as wages, interest, depreciation, etc.

Under the new proposal the tax rate would be cut to 20%.  But it is based on revenues generated in the U.S.  It allows 
for deductions for the cost of  goods sold and labour costs but does not allow deductions for interest expenses, 
depreciation, or other administrative expenses.  Instead of  deprecation, companies can fully deduct the cost of  new 
investments in the year the cost is incurred.  However, imported goods are subject to a 20% tax upon entering the 
country while exports are expensed as a cost of  goods sold.  In theory this offsets the value added tax (VAT) that 
most other countries charge.

The projected outcome of  this bill would cause the dollar to appreciate and could add 1.5% to the consumer price 
index (CPI), pushing inflation to 3.5% which would likely result in higher interest rates.
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So, along with the positives there are some significant consequences which makes handicapping the impact of  this 
legislation on the market very difficult to forecast.

Nonetheless, a reduction in taxes will be hard facts that will get factored into earnings forecasts.  But for the time 
being, expectations are being scaled back.

Another Trump promise has been to roll back regulations.  This is a soft positive that we think will be significant.  
However, it is very hard to quantify.  Regardless, it is worthy of  some market appreciation as each day we gain insights 
on how it will impact business.  Let me give you some examples.

Recently Trump stated his plans to cut the Environmental Protection Agency’s (EPA) budget by 31% from $8.1 
billion to $5.7 billion and to reduce the agency’s headcount by 3200 or more than 20% from its current 15,000.  His 
intent is to refocus the EPA on its essential mission of  protecting their air and water.  The rollback on some of  these 
regulations is estimated to save the auto industry roughly $200 billion.

He also repealed an EPA rule that required oil and natural gas companies to provide information on methane emissions.  
These rules, when combined with other recently imposed federal methane regulations were expected to cost as much 
as $155 million in 2020 and rise to $290 to $400 million by 2025.  That’s three times more than the EPA had projected.

We got some further insight into the cost of  regulations from a recently published 47 page letter by Jamie Diamond, 
CEO and Chairman, of  J.P. Morgan to his shareholders.

Let me give you some of  his insights.
	
He feels strongly that the banks have been forced to overcapitalize which has hurt lending.   Judging by the Federal 
Reserve’s recent stress test of  33 major banks, it is estimated that under the worst financial crisis the combined banks, 
assuming extreme losses, would lose less than 10% of  their combined capital.

Mr. Diamond contends that the banks could have used more of  their capital to finance the economy without sacrificing 
safety and soundness.

He further contends that if  J.P. Morgan (JPM) were subject to the same standards that apply to other international 
banks that it would free up $15 billion of  equity capital which could support almost $190 billion of  loans.

Furthermore, because of  certain capital requirements, JPM turned away 3200 large clients and $200 billion of  their 
deposits in 2016.

Mr. Diamond also points to the fact that historically bank loans and bank deposits were mostly balanced.  However, 
since the Great Recession, deposits now exceed loans by approximately $2 trillion.
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This was caused by new liquidity rules and has resulted in reduced lending to small business and dramatically decreased 
mortgage lending.

There are now seven major federal regulators and a long list of  stale and local regulators that have overlapping 
jurisdiction on mortgage loans.

This has exposed lenders and service providers to disproportional amount of  legal liability and materially increased 
operational risks and costs.

It has consequently resulted in fewer mortgage loans, especially for those with lower credit scores.

Collectively, new mortgage rules and regulations total more than 14,000 pages.

In JPM’s estimation, regulations have reduced mortgage lending by more than $300 billion annually.  Had this been 
fixed five years ago, their conservative analysis shows that more than $1 trillion in mortgage loans might have been 
made.  That would amount to approximately three million new loans of  which historically 20% would be for new 
homes.  This might explain why the housing sector has been so slow to recover.

Their economists believe that $1.0 trillion of  new loans could have increased GDP in each of  those five years by 0.5%.

I could go on but Mr. Diamond’s letter was an insight into how the soft deregulation portion of  President Trump’s 
agenda could result in some hard data.

FEDERAL RESERVE

The last piece of  the market matrix is the Federal Reserve policy.  They recently raised interest rates for the third time.  
That was consistent with market expectations as are further but gradual increases.  Something more aggressive would 
be a negative for investors.

To date, the Fed has been measured in its response to the new president’s proposals and the market’s reaction.  They 
have said they are still uncertain about the impact and timing of  fiscal policy; probably a reflection on the hard data 
and Trump’s lack of  success in Congress.

However, even if  the soft data translates to better economic growth, Fed Chairwoman Janet Yellen isn’t forecasting an 
aggressive reaction.  The Fed has essentially reached its target on employment and inflation.  But, after the latest rate 
hike, Chairwoman Yellen introduced the term “symmetry” when considering their inflation goal of  2%.  Thus, 2% is 
not a hard target in that the Fed would allow for a degree of  “undershooting” or “overshooting”.  However, should 
overshooting persist then the Fed would try to bring inflation back down.
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Nonetheless, the Fed is on course to “normalize” rates.  By their definition, they feel that the equilibrium short 
term rate that would signal a neutral monetary policy is a real interest rate of  zero to 1%.  Inflation is 2% so by that 
definition we have four more quarter point increases ahead of  us, as long as the economy continues on its current 
course.

Since Trump’s election, Federal Reserve policy has taken a back seat to fiscal policy as an influence on the market and 
Janet Yellen’s comments don’t suggest it will be a threat to this bull market.

So far, the slow steady pace of  economic improvement has not led to any imbalances.  Expansions don’t die from old 
age but usually from tighter monetary policy in response to excesses.  The hard evidence doesn’t suggest this is about 
to happen.

MARKET

So, where does this leave us on the stock market?  It’s expensive at 17.4x forward earnings and the S&P 500 has gone 
almost 100 days without a 5% pullback.  Optimism over Trump is fading and the hard data isn’t confirming investors’ 
optimism.  Are we doomed?

We don’t think so.  For quite a while, we’ve said that it will take either a recession or tighter monetary policy to end 
this secular bull market.  Neither are on the horizon.  But that doesn’t rule out a solid correction which would provide 
a buying opportunity.

The twin pillars of  this market have been economic growth and politics.

The economy is headed in the right direction and deregulation is going to unbridle some dormant expansion that is 
just getting started.  We think the soft data will translate to better economic growth. Our biggest fear would be too 
strong of  an economy which would bring the Fed back into play.

The political piece is fading.  Trump is proving to be more pragmatic which is a positive but his effectiveness in Congress 
is still uncertain.  The biggest issue for the market is tax reform and investors are giving the Trump administration a 
long leash for success.  Anything in 2018 would be acceptable.

But let’s assume the new administration continues to struggle and the Trump premium continues to fade.  What would 
that cost the market?

We can play with some numbers.  Last October, before the election the market was trading at 16.03x expected 2017 
earnings.  Today, I think investors are already looking at 2018 earnings which are forecast to be $146.66, without tax 
reform.

If  we took the midpoint between this year’s and next year’s estimate, we get $138.90.  The S&P 500 ended the quarter 
at 2362.72 or 17.01x that number.  So we could quantify the Trump premium as the increase in the market price 
earnings ratio since October of  last year.  That would push the market multiple back to 16x the $138.90 in forecast 
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earnings which would be 140.32 points or 5.94%.  That wouldn’t be an unreasonable correction but would still leave 
the market at 16x earnings, without the benefit of  either the soft or hard benefits from the Trump agenda.  This is 
probably not too unreasonable if  you consider that the 2018 earnings estimate is $146.66 which would put us at 16x 
earnings at year-end while tax reform with a 5% cut to the corporate tax rate could add $9.10.  That would get us to 
just over 15x, which is close to the historic average.

I wouldn’t put too much faith in the actual numbers, but it’s a worthwhile exercise to put the market into context.  It’s 
expensive and due for a correction.  But how much?  Well something between 5% and 10% wouldn’t be unreasonable 
considering that expectations for the new administration are probably too ambitious and geopolitical risks are 
accumulating.

Something worse than a correction is still a function of  either a recession or much tighter monetary policy.  Neither 
of  these is currently problematic.

GRC/amh
April  10th, 2017
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